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In the

United States

Circuit Court of Appeals
For the Ninth Circuit.

OBISPO OIL COMPANY, a corpora-

tion,

Appellant,

vs.

GALEN H. WELCH, Former Collector

of Internal Revenue for the Sixth Col-

lection District of California,

Appellee,

BRIEF FOR THE APPELLEE

Opinion Below

The first decision rendered by the court below is re-

ported in 48 F. (2d) 872. The second decision (R. 25-43)

is not reported.

Jurisdiction

This case involves Federal income taxes for the calen-

dar year 1920 and is before this Court on a petition to

review the decision of the District Court of the United

States for the Southern District of California, Central

Division, entered December 7, 1935. (R. 45). Petition

for review was filed December 13, 1935 (R. 49-51), pur-

suant to the provisions of Section 128 (a) of the Judicial

Code, as amended by the Act of February 13, 1925.
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Questions Presented

1, Whether the impounded proceeds from the opera-

tion of oil lands constitute taxable income or a gift from

the Federal Government, and, hence, not taxable as in-

come.

2. Whether the income represented by impounded

funds received by the taxpayer in 1920 may be decreased

by an allowance for depletion.

Statutes Involved

The statutes involved will be found in the Appendix,

infra, pp. 17-19.

Statement

The facts found by the court below (R. 26-41) are not

disputed. The legal questions arise from facts involved

in the controversy over title to forty acres of public land

in Kern County, California. A full statement of the con-

flicting claims thereto will be found in the reported deci-

sions in United States v. MeCntchen, 217 Fed. 650

(S. D. Cal.), 234 Fed. 702 (S. D. Cal.), 238 Fed. 575

(S. D. Cal.); Pacifie Midzvay Oil C\0. v. United States,

268 Fed. 1022 (S. D. Cal), and Paeific Midway Oil Co.,

44 L. D. 420. Only a brief resume of the principal facts

need be given here.

On June 9, 1909, the public land in question was classi-

fied by the Secretary of the Interior as oil bearing, and

on September 27, 1909, the President withdrew it from

all forms of entry. Prior to the latter date, the taxpayer

had explored for oil, but had made no discovery. The

taxpayer continued to explore on the land after it had
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been withdrawn and made a discovery of oil thereon on

June 6, 1910. Subsequently, large quantities of oil were

removed. (R. 28.)

In 1914, the Government brought suit in equity in the

District Court against the Obispo Oil Company and

others, alleging that the United States was entitled to this

land and its minerals; that the Obispo Oil Company and

the other defendants had no right to the land or the

minerals therein, and that they had entered without right

the premises and were without right extracting oil there-

from, which oil was the property of the United States,

and praying judgment accordingly. A receiver was ap-

pointed to handle the property and the proceeds there-

from. (R. 28). In the suit the Government was success-

ful. (R. 29.)

The case was appealed. (R. 30). Before the appeal

was heard, Congress passed the Oil Leasing Act of Feb-

ruary 25, 1920, and the Government agreed to give the

taxpayer the benefit of that Act. (R. 31). The appeal

was accordingly dismissed. Under the Oil Leasing Act,

the following agreement was made (R. 32): (a) that

the Obispo Oil Company recognize the Government's

claim and waive and release all its claims of right to the

property; (b) that the United States take ^th of the

oil funds in the hands of the receiver, and the Obispo Oil

Company the remaining %ths; and (c) that the United

States give to the taxpayer a lease of the land for twenty

years, reserving a specified oil royalty.

Under this agreement, the taxpayer received oil funds

which were held by the Commissioner of Internal Rev-



enue and the court below to be taxable income for the

year 1920, and not a non-taxable gift from the Govern-

ment, as contended by the taxpayer. (R. 33). The court

also concluded that the sum received may not be reduced

by any allowance for depletion. (R, 42).

Summary of Argument

The impounded funds constitute income derived from

the operation of a business. The portion released to the

taxpayer in consideration of the relinquishment of its

asserted claims was not a gift, but a payment made in

a compromise settlement, and may be viewed as the

recovery of damages for the loss of profits and, there-

fore, taxable.

The amount received may not be reduced by an allow-

ance for depletion. It is not disclosed that the taxpayer

had any legal or economic interest in the mineral in place

prior to 1920. The payment was made not because the

taxpayer had a right to share in the oil produced, but by

reason of the arrangement entered into, pursuant to the

Oil Leasing Act of 1920. Prior to that year, the tax-

payer had no interest in the land which could have been

depleted by the extraction of oil, and, certainly, the asser-

tion of unenforceable claims may not be the source of a

depletable interest.
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ARGUMENT
L

The Impounded Funds Released to the Taxpayer in

1920 Were Not a Gift, But Taxable Income

The receiver appointed by the court had impounded

the proceeds from the operation of oil lands, pending the

determination of the question of ownership of the land.

The United States was adjudged owner, and, while an

appeal to the Circuit Court of Appeals was pending, an

agreement was entered into, under the Oil Leasing Act

of February 25, 1920, infra, pp. 18-19, whereby the tax-

payer relinquished all claims to the property and received

J^ths of the impounded funds, together with a twenty-

year lease subject to a 12^^% royalty. The taxpayer con-

tends that if it had no interest in the impounded funds

prior to 1920, as the Government insists, the voluntary

relinquishment of %ths thereof by the Government was

a pure gift or contribution. The court below agreed with

the government that the sum was taxable income.

The Oil Leasing Act, infra, pp. 18-19, discloses no

Congressional intention to grant a pure gratuity to

locators on public lands. The Act extended the option to

those making claims of either relinquishing their claims

and securing a lease from the Government, or of pro-

ceeding under existing law to a determination of the

claims in court. Senator Lenroot, during the debates of

the bill, stated {Cong. Rcc, Vol. 58, Part 5, pp. 4273,

4276)

:

"It is a privilege that is conferred upon the appli-

cant. He is at full liberty to pursue the present law
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and get a full title if he can; there is nothing in the

proposed act that prevents that; but if he chooses

to waive that, thinking that he can get better treat-

ment through a lease, he is given this privilege, * * *

* * * *

"We extend the privilege to claimants here that

they may exercise the option of relinquishment or

not. There is no compulsion about it. They may pro-

ceed under the existing placer-mining law either to

a patent, or without patent, if they have fully com-

plied with the law, hold their claims against the

world."

Senator Reed Smoot, of Utah, who was in charge of

the bill, among other things, said {Cong. Rec, Vol. 58,

Part 5, p. 4278)

:

*T further stated—and I think the Senator from

Wisconsin [Mr. Lenroot] did—that there was no

reason why a claimant should have any more rights

under section 18 of the bill, or any more rights

granted to him, than he has to-day. He need not

relinquish his claim to the Government. He can go

on and perfect his claim, and I have not any doubt

but that if he thinks he can get a title, and his rights

are perfect, that is what he will do; but if there is

a question in his mind as to whether he is going to

get a patent in the end, I have not any doubt but

that he will relinquish all of his rights and take a

lease under section 18 of this bill."

The taxpayer had the privilege of continuing its appeal

and of attempting to reverse the judgment of the District

Court, or of relinquishing its claims and making appli-

cation for a lease in conformity with the Act. It chose
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the latter course. It has been held since, Belloc v. Davis,

38 Cal. 242, 256, that the promise to forbear to prosecute

a claim is a sufficient consideration to support a contract.

The taxpayer asserted rights which the court found un-

enforceable. Prior to the determination of the appeal, it

surrendered those rights for the benefits extended under

the Oil Leasing Act. Plainly, there was no failure of

consideration; consequently, there was no gift.

One reason for excluding the value of a gift frc^n

income is that, in theory, the subject matter of the gift,

to the extent that it represents income to the donor, has

already borne its full burden of income tax, and any

increment in value not taxed to the donor will be subject

to tax when disposed of by the donee. In the instant case,

it is not shown that the sum paid over to the taxpayer

has borne its income tax burden, and the circumstances

and conditions under which it was paid to the taxpayer

make it impossible to view the payment as a pure gratuity.

That it represents taxable income to the recipient, within

the meaning of the revenue statutes, has been definitely

settled.

Texas & Pacific Ry. Co. v. United States, 286 U. S.

285;

Contiuenta! Tie & L. Co. v. United States, 286 U. S.

290.

A contention similar to that advanced by the taxpayer

has been rejected in an analogous group of cases, where

corporations have made payments to an officer or em-

ployee, or former employee, which are in the nature of

a bonus for past services. In these cases, it was con-



tended that the payment constituted a gift to the recipient

and, as such, was exempt from tax. As in the instant

case, there was no obHgation upon the part of the cor-

poration in those cases to pay, and the recipient could

not have recovered such payments through legal proceed-

ings or otherwise. The courts have, however, held that

amounts paid under these circumstances are taxable to

the recipient, although they were not paid pursuant to

any legally enforceable o1)ligation.

Noel V. Purrott, 15 F. (2d) 669 (C. C. A. 4th),

certiorari denied, 273 U. S. 754;

Lougee v. Commissioner, 6?> F. (2d) 112 (C. C. A,

1st);

Bass V. Hawley, 62 F. (2d) 721 (C. C. A. 5th);

Fisher v. Commissioner, 59 F. (2d) 192 (C. C. A.

3d).

The same contention that is here made by the taxpayer

was presented in Trojan Oil Co. v. Co)nurissioner, 26

B. T. A. 659. The Board said (p. 667)

:

''The petitioner further contends that the Act of

Congress of February 26, 1920, was a remedial

statute and that the impounded funds paid over to

the petitioner on the granting of the lease were,

therefore, not income to the petitioner, within the

definition of Eisner v. Ma'Comher, 252 U. S. 189,

207, but constituted a nontaxable gift by the Go\'ern-

ment to the petitioner. Petitioner cites in support

of this reasoning the decision of the Secretary of

the Interior in the case of Honolnln Consolidated Oil

Co., 48 Lane's Decisions, 303, in which section 18

of the statute in question is referred to as a

'remedial section'; and Barnes ?'. Poirier, 64 Fed. 14;
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United States z'. Hurst, 2 Fed. (2d) 73; Edzvards v.

Cuba R. R. Co., 268 U. S. 28, on the supposed an-

alogy of Government grants of homesteads and

mining patents on lands or of Government railroad

subsidies. We do not find any analogy in these cases.

Even if we should go so far as to concede that the

lease was a gift from the Government to the peti-

tioner, the value of that lease is not here in issue, but

the income earned under it (in prior years but

reached by its retroactive effect). To allow the ex-

emption of income so earned prior to 1920 would

logically require the exemption of all subsequent

income—a reductio ad absiirdum of the whole propo-

sition."

In an analogous situation, the Circuit Court of Ap-

peals for the Seventh Circuit said, in Burke-Divide Oil

Co. V. Neal, 73 F. (2d) 8S7, certiorari denied, 295 U. S.

740 (p. 859)

:

"We read in this transaction mutual undertakings

of the parties from which it cannot be concluded

that the payment of the money was wholly without

any consideration to the United States, and merely

by way of gratuity or gift to the ultimate recipients

of the fund. Whether or not the United States

might have made more profitable disposition of the

lands and the fund is here of no materiality.

^ :J: ^ >{(

"Had the revenue arising from operation of these

locations been received by appellant during the time

it possessed and operated them, unquestionably such

revenue would have been includable in its taxable

gross income. We think it was none the less so

includable if, as was here the case, it reached the
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taxpayer indirectly through being first impounded in

the registry of the court and later turned over by

the court to the representative of the United States,

v^ho, under proper authority, and recognizing appel-

lant's equitable claim to the fund, paid it over to

appellant as and for its own.

"To qualify itself under the statute for taking the

lease and receiving the money, appellant asserted

and maintained its equitable right thereto; but now
that the money has been safely secured, its inclusion

in taxable income is resisted on the ground that it

was purely a gift from the United States to appel-

lant. Surely appellant cannot well complain if this

incompatible contention does not meet with the con-

currence of the Government or the courts."

The taxpayer relies upon Edzvards v. Cuba Railroad,

268 U. S. 628. In that case, the President of Cuba had

made a contract with the railroad for it to construct and

operate a railway in that republic, pursuant to which

contract the Cuban Government, by Act of Congress, was

to make, and did make, payments to the railroad. This

was held not to be income, but payment to encourage the

company to build the railway. A subsidy of this character

is entirely different from a payment made, as here, out

of income accumulated from the operation of a business.

The court in the Burke-Divide case, supra, did not con-

sider the Edzvards case in point.

It is submitted that the court below is correct in hold-

ing that the payment was taxable income, and not a gift.
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II.

The Taxpayer is Entitled to a Deduction For Oil

Depletion Only From the Date of Acquisition of

the Lease.

The court below concluded that the taxpayer is entitled

to depletion deductions only on the oil and gas produced

after it received the lease from the Government; namely,

April 20, 1920, and that it is not entitled to any deduc-

tion for depletion on oil and gas produced prior to that

date. (R. 42).

Depletion is allowable only to one who has a legal or

economic interest in the mineral in place. {Palnvcr v.

Bender, 287 U. S. 551; Signal Gasoline Corporation v.

Commissioner, 66 F. (2d) 886 (C. C. A. 9th), second

appeal, 77 F, (2d) 728). The inquiry here is to determine

whether the taxpayer had such an interest as to entitle

it to the depletion allowance provided in the statute. The

taxpayer was a successor to a claim for title held under

a placer-mining location made in the year 1900, covering

the forty acres of land here in question. (R. 27). The

land came within the efifect of the withdrawal order

issued by the President on September 27, 1909. The tax-

payer continued to occupy the land, and in June, 1910,

made discovery of oil, and in December, 1913, completed

a well which became a heavy producer. In March, 1914,

the United States filed a bill of complaint in the United

States District Court for the Southern District of Cali-

fornia to oust the taxpayer from possession and to re-

cover the proceeds from oil theretofore produced. (R.

28). On December 24, 1919, a decree was entered in
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favor of the United States. (R. 29). On April 30, 1920,

while the appeal was pending before the Circuit Court of

Appeals, the taxpayer acquired a twenty-year lease under

the provisions of the Act of February 25, 1920. (R. 31).

It is submitted that these facts disclose that the taxpayer

had no interest whatever—legal, economic or otherwise

—

in the property in question prior to 1920. The Oil Leas-

ing Act in no way recognized or validated the taxpayer's

claims to ownership of the land and its mineral content.

Before 1920, the taxpayer was a mere trespasser on

Government land. It may not now capitalize unrecog-

nized and unenforceable rights and convert them into a

basis for deductions from income.

When gross income includes an element of capital,

such capital must be eliminated before taxable income is

ascertained, or, stated otherwise, when an exhaustible

element of land is drawn upon for commercial use and

the product is sold for profit, a capital investment is used

up whose integrity must be safeguarded. (Hchirring v.

Falk, 291 U. S. 183). In the instant case, the impounded

funds included no element of capital belonging to the

taxpayer, and when the oil was withdrawn from the

lands, the taxpayer's capital fund was not thereby de-

pleted, since it had none invested in the oil. The oil

operations from 1914 to 1920 depleted nothing belonging

to the taxpayer.

The taxpayer relies upon the case of Palmer r. Bender,

supra. In that case, the taxpayer was a member of two

partnerships, known respectively as the Smitherman and

Baird partnerships. Both partnerships acquired oil and

gas leases of unproved lands and engaged in drilling
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operations which resulted in the discovery of oil. There-

after, the Smitherman partnership executed a writing by

which it conferred on the Ohio Oil Company the right

to take over a part of the leased property in considera-

tion of a present payment of a cash bonus, a future pay-

ment to be made "out of one-half of the first oil produced

and saved" to the extent of $1,000,000, and an additional

"excess royalty" of one-eighth of all the oil produced and

saved. The instrument in terms stated that the partner-

ship "does sell, assign, set over, transfer and deliver * * *

unto the Ohio Oil Company" the described leased prem-

ises. The Baird partnership gave a similar document to

another oil company. The question was whether the tax-

payer was entitled to a depletion allowance against the

cash bonus and future payments out of oil.

The Government contended that, under the provisions

of the said writing, the partnerships had effected sales

of the leases, giving rise to taxable gain, in the computa-

tion of which the cost of the properties should be de-

ducted. The taxpayer contended that the transactions

were, in effect, sub-leases, and, against the payments

received, depletion should be allowed. The Supreme Court

considered it immaterial whether the transactions were

technically sales or sub-leases, and concluded that the

taxpayer in that case had not substantially altered his

position as lessee. The Court likened the position of the

taxpayer after the assignment with that of a lessor, and,

as a lessor is entitled to depletion, so was the taxpayer.

The Court said (p. 558)

:

"When the two lessees transferred their operating

rights to the two oil companies, whether they became
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technical sublessors or not, they retained, by their

stipulations for royalties, an economic interest in the

oil, in place, identical with that of a lessor."

It would seem, therefore, that the Court considered that

the reservation of an overriding royalty created, from a

practical standpoint, at least, a relationship similar to

that of lessor and lessee. In the instant case, no such

relationship is found between the Government and the

taxpayer prior to 1920.

It should be further noted that the Court said that the

language of the statute is broad enough to permit a de-

pletion allowance in every case where the taxpayer has

acquired by investment any interest in the oil in place,

or where he obtains, by any form of legal relationship,

income derived from the extraction of the oil to which

he must look for the return of his capital, or where his

right to a depletion allowance rests upon his right to

share in the oil produced. In the instant case, the tax-

payer made no investment in the oil in place, derived no

income from the extraction of the oil, and had established

no right to share in the oil produced. In the final analysis,

the amount received by the taxpayer in 1920 bears no

direct relationship to the oil produced in the years prior

thereto. It received a definite sum as an inducement to

discontinue its claims of ownership to certain property,

the title to which the District Court had previously de-

creed vested in the United States. The revenue acts do

not provide for depletion deductions for amounts re-

ceived in a compromise in a law suit. It is submitted that

the taxpayer is entitled to no depletion deduction, except
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with respect to such income as was earned by it in 1920,

after the compromise had been effected. It is true that

the Bureau of Internal Revenue has not been consistent

in its appHcation of the depletion provisions of the

revenue acts in cases involving impounded funds. In

recent years the courts have ruled on various aspects of

the depletion question, and it would appear that the deci-

sion below is in agreement with the weight of judicial

authority.

Conclusion

The decision below is correct and should be affirmed.

Respectfully,

Robert H. Jackson,

Assistant Attorney General.

Sewall Key,

John G. Remey,

Special Assistants to the

Attorney General.

Peirson M. Hall,

United States Attorney.

Alva C. Baird,

Assistant U. S. Attorney.

E. H. Mitchell,

Special Assistant to U. S. Attorney.

March, 1936. •
-
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APPENDIX

Revenue Act of 1918, c. 18, 40 Stat. 1057:

Sec. 213. That for the purposes of this title "^ "^ ^

the term "gross income"

—

(a) Inckides gains, profits, and income derived

from * * '*' the transaction of any business carried

on for gain or profit, or gains or profits and income

derived from any source whatever. * "^ *

(b) Does not inckide the following items, which

shall be exempt from taxation under this title:

^ ^ ^ t-

(3) The value of property acquired by gift, be-

quest, devise, or descent (but the income from such

property shall be included in gross income) ; * * *

Sec. 233. (a) That in the case of a corporation

subject to the tax imposed by section 230 the term

"gross income" means the gross income as defined

in section 213, * '' *

Sec. 234 (a) That in computing the net income

of a corporation subject to the tax imposed by sec-

tion 230 there shall be allowed as deductions:

^; ^ ;|: ;!;

(9) In the case of mines, oil and gas wells, other

natural deposits, and timber, a reasonable allowance

for depletion and for depreciation of improvements,

according to the peculiar conditions in each case,

based upon cost including cost of development not

otherwise deducted: Provided, That in the case of

such properties acquired prior to March 1, 1913, the

fair market value of the property (or the taxpayer's

interest therein) on that date shall be taken in lieu
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of cost up to that date: Provided further, That in

the case of mines, oil and gas wells, discovered by

the taxpayer, on or after March 1, 1913, and not

acquired as the result of purchase of a proven tract

or lease, where the fair market value of the property

is materially disproportionate to the cost, the deple-

tion allowance shall be based upon the fair market

value of the property at the date of the discovery, or

within thirty days thereafter; such reasonable allow-

ance in all the above cases to be made under rules

and regulations to be prescribed by the Commis-

sioner with the approval of the Secretary. In the

case of leases the deductions allowed by this para-

graph shall be equitably ap])ortioncd bctvv'een the

lessor or lessee; * * "^

The Act of February 25, 1920, c. 85, 41 Stat. 437, 443,

444:

Sec. 18. That upon relinquishment to the United

States, filed in the General Land Office within six

months after the approval of this Act, of all right,

title, and interest claimed and possessed prior to

July 3, 1910, and continuously since by the claimant

or his predecessor in interest under the pre-existing

placer mining law to any oil or gas bearing land

upon which there has been drilled one or more oil or

gas wells to discovery embraced in the Executive

order of withdrawal issued September 27, 1909, and

not within any naval petroleum reserve, and upon

payment as royalty to the United States of an

amount equal to the value at the time of production

of one-eighth of all the oil or gas already produced

except oil or gas used for i)ro(luction purposes on

the claim, or unavoidably lost, from such land, the

claimant, or his successor, if in possession of such
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land, undisputed by any other claimant prior to July

1, 1919, shall be entitled to a lease thereon from the

United States for a period of twenty years, at a

royalty of not less than 12^ per centum of all the

oil or gas produced except oil or gas used for pro-

duction purposes on the claim, or unavoidably

lost: * * *

All such leases shall be made and the amount of

royalty to be paid for oil and gas produced, except

oil or gas used for production purposes on the claim,

or unavoidably lost, after the execution of such lease

shall be fixed by the Secretary of the Interior under

appropriate rules and regulations: * ^ *

No claimant for a lease who has been guilty of

any fraud or who had knowledge or reasonable

grounds to know of any fraud, or who has not acted

honestly and in good faith, shall be entitled to any

of the benefits of this section.

Upon the delivery and acceptance of the lease, as

in this section provided, all suits brought by the Gov-

ernment affecting such lands may be settled and

adjusted in accordance herewith and all moneys im-

pounded in such suits or under the Act entitled "An
Act to amend an Act entitled 'An Act to protect the

locators in good faith of oil and gas lands who shall

have effected an actual discovery of oil or gas on the

public lands of the United States, or their successors

in interest,' approved March 2, 1911," approved

August 25, 1914 (Thirty-eighth Statutes at Large,

page 708), shall be paid over to the parties entitled

thereto. * * '^ (U. S. C, Title 30, Section 227.)




